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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

VELLS, Chief Judge: Respondent determ ned a deficiency of

$46,283 in petitioners’ Federal incone tax for 1995. Unless

ot herw se indicated, section references are to sections of the

I nternal Revenue Code, as anended, and Rule references are to the
Tax Court Rules of Practice and Procedure. The deficiency is

attributable to an adjustnent to the taxable incone reported by
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EJKC, Inc. (EJKC), an S corporation of which petitioner Edward G
Smth is the sole sharehol der, based on respondent’s
determ nation that EJKC is required to account for inventories
and use the accrual nethod of accounting.! After a concession by
petitioners, the issues for decision are: (1) Wether EJKC s
contracts to purchase and install flooring materials constitute
sal es of “nmerchandi se”; and (2) whether respondent abused his
discretion in determning that EJKC s use of the cash nethod of
accounting does not clearly reflect its incone.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

The stipulation of facts and attached exhibits are incorporated
herein by this reference. At the tine the petition was fil ed,
petitioners resided in Mdreno Valley, California.

Petitioner has 25 years’ experience installing flooring
materials such as carpeting, vinyl and ceramc tile, and hardwood
flooring (flooring materials). |In 1988, petitioner started his
own flooring installation business. |In 1990, petitioner decided
to operate the business as an S corporation and filed articles of
incorporation for EJKC with the California secretary of state.
EJKC conducts business under the fictitious business name of

Smth Floors & Installations (Smth Floors).

! References to petitioner in the singular are to
petitioner Edward G Smth
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Initially, Smth Floors’ operations were nodest and |imted
to flooring installation services. Smth Floors would dispatch
its enployees to a job site to install flooring materials that
had been ordered by and delivered to the general contractor.
Running its business in this fashion exposed Smith Floors to
operational disruptions arising fromerrors by contractors in
ordering flooring materials and scheduling installations. To
avoi d these disruptions, and to increase Smth Floors’ range of
services, petitioner decided to expand Smth Fl oors’ operations
by obt ai ni ng war ehouse space which would allow Smth Floors to
acquire and hold the flooring materials that it would instal
pursuant to its flooring installation contracts.

Smth Floors operates its business out of an 8,500 square
foot commercial building in Riverside, California. Smth Floors
uses 6,000 square feet of space as warehouse area and 2, 500
square feet of space as showoom and office areas.

Smth Floors receives invitations to bid on jobs from
architects, contractors, and devel opers. Prior to submtting a
bid, Smth Floors receives floor plans for the job and
specifications identifying the flooring materials to be
installed. Although petitioner makes product recommendati ons,
Smth Floors generally has no discretion as to manufacturer,

type, grade, or color of the flooring materials that it installs.
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After being awarded a contract to install flooring materials
for a particular job, Smth Floors’ practice is to take delivery
at its warehouse of the flooring materials specified under the
contract, inspect the flooring materials to ensure that they
conformin both quality and quantity wth the specifications for
the particular job, inspect the job site to verify that
installation may proceed, and deliver the flooring materials to
the job site a few days in advance of the installation date to
allow the materials to “acclimate” to the environnment.

Smth Floors typically bills its custoners a “service
charge” ranging from 10 to 20 percent of the cost of the flooring
materials to be installed. The service charges cover Smith
Fl oors’ cost of receiving, storing, inspecting, and delivering
the flooring materials to the job sites. Smth Floors bills its
custoners for the flooring materials as soon as possible to avoid
expenses associated with financing the purchase of the flooring
materials. However, Smth Floors soneti mes does not receive
rei nbursenent for the cost of the flooring materials for several
months. Smith Floors does not charge interest when rei nbursenent
for the cost of the flooring materials is del ayed.

After a job is conpleted, Smith Floors retains (for
approximately 1 year) scrap or excess flooring materials to

ensure continuity in the dye ot for a particular job in the
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event that a warranty claimor repair work request is nade.?2
Scrap or excess flooring materials remaining after 1 year are
either returned to the client or thrown out.

Smth Floors uses its warehouse area to store paddi ng and
flooring installation materials including glue/adhesives, nails,
cap netal, and cove stick. Smth Floors purchases paddi ng and
gl ue/ adhesives in nonthly allotnents (based on work projected for
the nonth). Smth Floors does not charge separately for flooring
installation materials but includes such expenses in its |abor
char ges.

Smth Floors does not store any flooring materials inits
war ehouse for resale to the general public.

Smth Floors uses its showoomarea to display sanpl es of
flooring materials. Smth Floors encourages architects,
desi gners, and contractors to visit its showoomto viewits
sanples of flooring materials for particul ar projects.

Smth Floors (through petitioner) has devel oped an expertise
regarding the proper installation of flooring material for
particul ar applications. For exanple, petitioner has expertise
regarding the proper installation of flooring material in
hospi tal operating roons which require antibacterial surfaces,
and in schools and kitchens which require slip-resistant

sur f aces. Petitioner is also known for his skill and

2 Smith Floors warrants its work for 1 year.
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craftsmanship in hand-cutting and incorporating custom designs,
such a corporate logos, into flooring jobs. Smth Floors enrolls
its enployees in annual training prograns where the enpl oyees are
instructed (and certified) in the installation of various
flooring material s.

During 1995, Smth Floors had a total of 836 jobs: 555 jobs
required Smth Floors to purchase and install flooring naterials
and 281 jobs required Smith Floors to provide installation-only
services. Smth Floors’ has provided flooring installation
services for a nunber of |arge conpanies including Al bertson’s
(grocery stores), Marriott (hotels), Walgreens (drug stores),
Pacific Theaters, and Walt Di sney Corporation, as well as the
U S. Ceneral Services Admnistration. Smth Floors frequently
installs either proprietary or customdesigned flooring
materials. Normally, the conpanies contracting with Smth Floors
negotiate the price of such flooring materials in advance
directly with the manufacturer of the flooring materials.

Smth Floors has consistently used the cash net hod of
accounting to prepare its corporate incone tax returns. Smth
Fl oors routinely assigns a value of $15,000 to its inventory from
year to year to account solely for flooring installation
mat eri als on hand such as gl ue/ adhesives, nails, cap netal, and
cove stick. Smth Floors does not consider flooring materials

and paddi ng on hand at the end of the year to be inventory
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because they were purchased and designated for installation for a
specific job.
For the taxable year 1995, Smth Floors reported gross
recei pts of $1,693,669 and cost of goods sold of $1, 252, 445.

Smth Floors conputed its cost of goods sold as foll ows:

Begi nni ng i nventory $15, 000
Pur chases 686, 283
Cost of | abor 386, 135
Q her

Back charges $1, 632

Contract | abor 21, 402

Frei ght 1, 060

Payrol |l taxes direct |abor 37,941

Smal | equi prment 719

Suppl i es 98, 405

Wor ker’ s conpensati on 18, 868

Tot al ot her 180, 027
Tot al 1, 267, 445
Endi ng i nventory (15, 000)
Cost of goods sold $1, 252, 445

OPI NI ON

Section 446(b) provides that, if a taxpayer’s nethod of
accounting does not clearly reflect inconme, the taxpayer’s
conputation of incone “shall be made under such nethod as, in the
opi nion of the Secretary, does clearly reflect inconme.” In
connection wth the foregoing, section 471(a) provides the
general rule that a taxpayer is required to take inventories on
such basis as the Secretary nmay prescribe in order to clearly
determ ne the taxpayer’s incone. Thus, the Conm ssioner is

granted broad discretion to determ ne whether a taxpayer’s use of
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a nethod of accounting clearly reflects incone and, if not, to
direct the taxpayer to adopt an alternative nethod of accounting.

See sec. 446(b); United States v. Catto, 384 U S. 102, 114 & n. 22

(1966); Comm ssioner v. Hansen, 360 U.S. 446, 468 & n.12 (1959).

Section 446 inposes a heavy burden on a taxpayer disputing
t he Conm ssioner’s determ nation on accounting matters. See Thor

Power Tool Co. v. Comm ssioner, 439 U. S. 522, 532-533 (1979). W

review t he Conm ssioner’s exercise of authority under section

446(b) for abuse of discretion. See Ford Mtor Co. v.

Comm ssioner, 102 T.C. 87, 91 (1994), affd. 71 F.3d 209 (6th Gr

1995). The Commissioner’s determnation is entitled to nore than
t he usual presunption of correctness. See id. and cases cited
therein. Wether an abuse of discretion has occurred depends
upon whet her the Conm ssioner’s determnation is wthout sound

basis in fact or law. See Ansl ey- Sheppard-Burgess Co. V.

Comm ssioner, 104 T.C 367, 371 (1995). To prevail, a taxpayer

nmust establish that the Comm ssioner’s determ nation was “clearly
unlawful” or “plainly arbitrary”. 1d. at 370.

Section 1.471-1, Incone Tax Regs., 25 Fed. Reg. 11724 ( Nov.
26, 1960), provides that a taxpayer nust use inventories “in
every case in which the production, purchase, or sale of
mer chandi se i s an incone-producing factor.” Section 1.446-
1(c)(2)(i), Income Tax Regs., provides that a taxpayer using

inventories generally nust use the accrual nethod of accounting.
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Rel yi ng on the foregoing regul ati ons, respondent determ ned that
the flooring materials that Smth Floors purchased and installed
during 1995 were nerchandi se, that such nmerchandi se was an
i ncome- producing factor, and that Smth Floors therefore nmust use
the accrual nethod of accounting to clearly reflect its incone.

Petitioners contend that Smth Floors is a service provider
and that it purchases flooring materials solely as an
accommodation to those contracting for its services. Therefore,
petitioners contend that Smth Floors’ use of the cash nmethod of
accounting is proper.

Whet her Smth Fl oors nmust use the accrual nethod of
accounting instead of the cash nmethod depends on whether Smith
Floors is in the business of selling nerchandise (wthin the
meani ng of sec. 1.471-1, Inconme Tax Regs.) to custoners in
addition to providing flooring installation services or whether
the flooring material provided by Smith Floors is a supply that
is incidental to Smith Floors installation services.

The term “nmerchandi se” is not defined in either the Internal

Revenue Code or the regulations. See RACMP Enters., Inc. v.

Comm ssioner, 114 T.C 211, 221 (2000). To resolve whether

particular materials constitute nmerchandi se, we | ook to the
context in which the materials are used. See id. The high cost
of materials relative to | abor costs is insufficient, standing

alone, to transformthe sale of a service to the sal e of



- 10 -

mer chandi se and a service. See Osteopathic Med. Oncol ogy &

Hemat ol ogy, P.C. v. Conm ssioner, 113 T.C 376, 386 (1999). W

di stingui sh between materials held for sale and material s that
are consuned by the taxpayer in performng a service. See RACW

Enters., Inc. v. Conm ssioner, supra at 224.

In RACMP Enters., Inc. v. Conmi SSsi oner, supra, we were

presented with the question whether the raw materials (concrete
m x, sand, and drain rock) that a concrete contractor used in
conpleting contracts for the construction of foundations,
driveways, and wal kways constituted nmerchandise within the
meani ng of section 1.471-1, Incone Tax Regs. Relying on

Ost eopat hic Med. Oncol ogy & Hematol oqgy, P.C., v. Conmni ssioner,

supra, we concluded that construction materials generally wl|

not be considered nerchandi se within the nmeaning of the
regulation if the inherent nature of the taxpayer’s business is
that of a service provider and the materials are an indi spensabl e
and i nseparable part of the rendering of the services. See RACVP

Enters., Inc. v. Conm ssioner, supra at 222.

In RACMP Enters., Inc. v. Conm ssioner, supra, we initially

concl uded that the taxpayer/concrete contractor was a service
provider. See id. In reaching that conclusion, we noted that
construction contracts involve primarily the furnishing of |abor

and contractual skills, and in the context of that case, the
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t axpayer did not hold concrete materials for sale but rather
consuned the materials in performng a service. See id.

We further concluded: (1) The epheneral quality of liquid
concrete precluded such material from being considered
nmer chandi se; and (2) the remaining materials used by the
t axpayer, including sand, drain rock, and hardware, were
incorporated into the particular project to such a degree that

they lost their separate identity, and |i kew se should not be

consi dered nerchandi se within the neaning of the regulation. 1d.
at 225-229.
Consi stent with our analysis in RACMP Enters., Inc. v.

Comm ssi oner, supra, we hold that the flooring material s that

Smth Floors purchases and installs in fulfilling its contracts
do not constitute nmerchandi se within the neaning of section
1.471-1, Incone Tax Regs. Like the concrete contractor in RACVP

Enters., Inc. v. Comm ssioner, Smth Floors is inherently a

service provider. Smth Floors’ stock in trade is its expertise
ininstalling flooring materials in a variety of unique
applications and petitioner’s skill and craftsmanship in hand-
cutting and incorporating specialized designs into flooring
materials. The conpanies contracting with Smth Floors are
primarily interested in the firmis | abor and contractual skills.
Smth Floors purchases and takes delivery of the flooring

materials required for a particular job to better manage the
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project and to provide additional services to the conpanies
contracting for the installation of the flooring materials. In
particular, Smth Floors takes delivery of flooring naterials at
its warehouse, inspects the materials to ensure that they conform
in both quality and quantity with the specifications for the
particul ar job, inspects the job site to verify that installation
may proceed, and delivers the flooring materials to the job site
in advance of the installation date to allow the materials to
“acclimate” to the environnent. Smth Floors charges its
custoners for those services as a percentage markup on the cost
of the flooring materials.

Smth Floors frequently installs either proprietary or
custom designed flooring materials. Nornmally, the conpanies
contracting with Smth Floors negotiate the price of such
flooring materials in advance directly with the manufacturer of
the flooring materials. Smth Floors is neither a manufacturer
of merchandi se nor a retail seller of flooring materi als.

Based on the foregoing, we hold that Smth Fl oors does not
produce, purchase, or sell nmerchandise within the nmeaning of
section 1.471-1, Incone Tax Regs. Smth Floors’ practice of
purchasing the flooring materials for a particular job is
i ncidental and secondary to Smth Floors’ provision of flooring
installation services. Accordingly, considering all of the facts

and circunstances of the instant case, we hold that respondent’s
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determnation that Smth Floors is required to use the accrual
met hod of accounting was an abuse of discretion.
We recogni ze that the cash nethod of accounting nay result
in msmatching for income tax purposes when an expense is
incurred in one taxable period and the related incone is not

realized until a later period. See RLC Indus. Co. V.

Commi ssioner, 98 T.C 457, 493 (1992), affd. 58 F.3d 413 (9th

Cir. 1995). Nonetheless, sone m snmatching of income and expense
is tolerated under the | aw governing income tax accounting if the
t axpayer uses the cash nethod of accounting consistently and
makes no attenpt to prepay expenses unreasonably or stockpile

supplies at the end of the taxable year. See Ansl| ey- Sheppard-

Burgess Co. v. Commi ssioner, supra at 375; Van Raden v.

Comm ssioner, 71 T.C. 1083, 1104 (1979), affd. 650 F.2d 1046 (9th

Cr. 1981).

In the instant case, Smth Floors has consistently used the
cash nethod of accounting for tax purposes as permtted under
section 446(c). The cash nethod of accounting for tax purposes
is widely used throughout the contracting industry. See RACVP

Enters., Inc. v. Conm ssioner, supra at 232, and cases cited

therein. Furthernore, there is no evidence that Smth Fl oors
ever attenpted to prepay expenses unreasonably or accumul ate
excess supplies at the end of its taxable year. See RACWP

Enters., Inc. v. Conm ssioner, supra at 233; Ansl ey- Sheppard-
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Burgess Co. v. Commi ssioner, supra at 375. Considering these

factors, we see no justification for respondent’s determ nation
that Smth Floors nust use the accrual nethod of accounting.?

To reflect the foregoing,

Deci sion will be entered

pursuant to Rule 155.

3 Because we have already concluded that Smth Floors was
not required to use inventories, Smth Floors is not obliged to
satisfy the substantial-identity-of-results test in this case.
See Ansl ey- Sheppard- Burgess Co. Conm ssioner, supra at 377.




